CAPACITY OF PLAINTIFF-STOCKHOLDER TO TERMINATE A STOCKHOLDER'S SUIT CHESTER B. McLAUGHLINt
THE STOCKHOLDER'S suit is a favorite device for transferring the burden of losses from the equity interest of a corporation to the management In boom times, with dividends and stock market prices rising steadily, the management of a corporation could make its decisions vithout the restraint of critical scrutiny by litigious stockholders: stockholders then generally ignored the issues of managerial power involved in -familiar schemes of expansion, and obediently forwarded their proxdes for the annual meeting. During the lean years, however, punctuated as they have been with official publicity for the scandals of Frenzied Finance, stockholders have swarmed to the courts for recoupment of their losses.
The recent histo-y of most corporations contains one or more occasiois when managerial power was exercised with questionable wisdom. Properties have, for example, been acquired at far above a conservative valuation; managements have conferred special privileges and bonuses upon themselves, or diverted some of the corporation's assets.
The injury resulting from such conduct is regarded as affecting only the corporation,' which has a right of action against its officers for their breaches of duty and against any third parties privy to the transaction.' Although the stockholder may in fact be injured directly by the corporate loss, he is deemed not to have an individual right to recover damages for his losses from anybody2-unless the wrongdoer's breach of a duty to the corporation also breached a duty owed to the stockholder directly. 3 'Afember of the New York Bar. The author wishes to acknowledge the assistance of William Mertens, Jr., of the New York Bar, in the preparation of this article. [Vol. 46: 421 Under suitable circumstances, however, the stockholder can assert a corporate right of action for the corporation, via the familiar pattern of the stockholder's suit, when the management's decision not to press for recovery on the corporate claim was not made in good faith as a matter of business judgment, but was shaped by what courts will call gross inattention to business, or disloyal sympathies with those who owed the corporation reparation. 4 The stockholder's suit in general is based on this preliminary concept of a breach of trust by corporate officers towards the corporation as a whole in their failure to pursue a corporate claim. 5 The stockholder is required .substantially to exhaust his corporate remedies: that is, to make specific demand on the management that the action be prosecuted 0 unless such demand would be futile, as when the board of directors is controlled by those whose acts are being impeached,' or has already ratified the acts complained of." Having satisfied this requirement, the stockholder sues, representing all the stockholders,' to enforce the corporate cause of action, joining the corporation as party defendant.' 0 The corporation is joined for two reasons: first to be a Co. v. Belmont, 206 N. Y. 7, 17, 99 N. E. 138 (1912); McCrea v. Robertson, 192 N. Y. 150, 154, 84 N. E. 960, 961 (1908) Co. v. Pritchard, 201 App. Div. 142, 194 N.Y. Supp. 486 (4th Dep't 1922) ; Kelly v. Thomas, 234 Pa. 419, 83 Adt. 307 (1912) . In England, a realistic vicw of the situation is trken and the corporation joined as party plaintiff. Duckett v. Grover, 6 Ch. D. 82 (1877). party to the suit, so that recovery can run in its favor, and so that it may be bound by the adjudication;" 1 and secondly to satisfy the underlying feeling that the stockholder's suit contains two causes of action: one by minority stockholders against the corporation for a breach of duty in failing, through its management, to prosecute a corporate right, and another, the corporation's cause of action against third persons, which can be considered only if the stockholder prevails in the first.' 2 The stockholder's suit is thus a derivative action, for the plaintiffstockholder is attempting to enforce a cause of action belbnging wholly to another party and does not stand to gain individually by a favorable judgment;13 he has merely "derived" the right to sue by virtue of being a stockholder and any recovery accrues to the corporation.' 4 The action is also representative in that it is brought on behalf of a "class,'--the other stockholders, but it is not to be confused with other types of representative actions in which the plaintiff has a personal claim at issue and will profit directly from a favorable judgment.r 0
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The stockholder's suit is commonly used as a check on the managerial discretion of corporate directors, and a means of restoring the value of corporate holdings when there is a difference in interest between management and equity-holders, or between minority and majority. Although it is an erratic instrument for achieving these ends, it is the most effective one available, and is therefore frequently employed. There is no doubt that a final judgment in a derivative suit" (as well as in one where the plaintiff suing on behalf of a class also has a personal claim at issue)" 8 is res judicata and bars other stockholders from pursuing the same corporatecause of action, in the absence of fraud or collusion.'" But there is no simple formula which describes the permissible extent of the plaintiff's control oyer the suit prior to the rendition of final judgrhent.
In the first place, what is the effect of the commencement of the action on the corresponding rights of the other stockholders? Is the plaintiff constituted the sole representative of the class by his decision to litigate the corporate right, in that no other stockholder may commence a similar action while his is pending? 'Prior to the institution of suit, all stockholders share the same privilege to bring an action on behalf of the corporation;"° but, when the machinery of suit on behalf of the corporation has been set in motion by one stockholder, the privileges of the others to do likewise may be viewed as suspended. 2 The equitable purposes, for which the stockholder's privilege to sue is recognized, have been temporarily satisfied. Since bringing a suit "by one stockholder merely stispends and does not extinguish the privileges of other stockholders to sue, if the suit is discontinued by the plaintiff stockholder, the rights of other stockholders to commence action on behalf of the corporation are revived. Considering the institution of an action by one stockholder as a temporary bar to another suit can, it appears, [Vol. 46: 421 work no injustice to the would-be plaintiff-stockholder. He can always intervene and be joined as a party plaintiff in the original action, thus' gaining an equal voice with the original plaintiff in its conduct.2 In the absence of collusion, the right of the corporation is before the court in a stockholder's suit just as completely as if the corporation itself had instituted the proceeding; if in the same tribunal a second stockholder's action is commenced, duplicate litigation of the same claim results, so that the defendant would seem entitled to a dismissal as of right on the grournd of another action pending.
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Nevertheless the New York Appellate Division has recently supported the contrary view that dismissal under these circumstances is a matter of discretion for the court trying the second stockholder's suit. In that case a stockholder had brought action on' behalf of a corporation against its directors, alleging mismanagement and dissipation of corporate assets. Another stockholder's action was already awaiting trial on the identical issues, and the defendants made a motion to dismiss the new action as of right. The court took the position that inasmuch as each stockholder had an inherent right to sue, independent of any other stockholder's right to sue, the bringing of suit by one had no automatic effect upon the rights of the others; and the court claimed discretion either to allow the two suits to continue separately or to dismiss the secofid one depending on whether undue multiplicity was involved. 2- The .court justified its refusal to make the institution of one stockholder's action a bar, even though merely temporary, to the commencement of any other, on the ground that otherwise "the door is open to collusive actions." Ability to intervene and revival of the right of other stockholders to sue if the present plaintiff failed to prosecute the action to judgment were dismissed as insufficient safeguards. "He It would be very easy for offending officers and directors to obtain a friendly stockholder to begin an action and to suppress all information on the subject." 2 " However, if the plaintiff-stockholder will be effectively prevented from conducting the suit so as materially to, prejudice the corporate claim, then there would be little basis in fact for the New York court's denial that the institution of one stockholder's suit should temporarily bar another, a ruling which fails to protect defendants against a multiplicity of actions. If, on the other hand, it is not possible to insure adequate presentation of the corporate claim in the stockholder's action, the reasons advanced by the Appellate Division in support of its position seem persuasively to justify its view that the beginning of one derivative suit does not suspend the power of other stockholders to do likewise.
Generally speaking a stockholder-plaintiff can prejudice the cause of action in two ways: one by discontinuing the suit, and second by compromising the suit and obtaining the entry of a consent judgment. The discontinuance may result in the surrender of an advantage already gained in the litigation, or even if ostensibly effected without prejudice may subject the cause of action to the statute of limitations. Compromising a suit and entering a consent judgment, in the absence of a showing of fraud or collusion, destroys a right of action. 2 It is, however, hardly desirable as a matter of policy to force every stockholder's action to be carried through to judgment. Like other litigation, the stockholders' suit is an expensive luxury, especially for the stockholder-plaintiff who cannot recover direct personal benefit from the action and is even unable to obtain reimbursement for costs from the corporation unless a favorable judgment is obtained. 27 Since stockholders already are aware that they have everything to lose and nothing to gain, if there is added to this a requirement that an action once commenced must always be prosecuted to final judgment, resort to the stock- 
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holder's suit may well be discouraged, a result to be avoided in view of the utility of the action as the main instrument available to an oppressed minority for curbing otherwise unlimited managerial power and for recouping corporate losses. Two fact situations are commonly distinguished: one where the corporation acquiesces to the proposed discontinuance or settlement, and second where the corporation opposes such action. It may be suggested that, inasmuch as the right of action is that of the corporation, the stockholder's power to discontinue or compromise the action is dependent upon such consent. The materiality of the presence or absence of corporate consent is, however, questionable, regardless of whether or not the dismissal will prejudice the corporate cause of action; it is doubtftl whether any weight should be given it at all. Since if is an integral part of the stockholder's case that the corporation's decision not to prosecute the action was a breach of duty, manifestly corporate consent to a dismissal of the bill, an empty repetition of its allegedly wrongful opinion, is no assurance that corporate interests will not be prejudiced by a dismissal. When dismissal will not prejudice the corporate right of action a stockholder may be allowed a discontinuance regardless of the corporation's views, in the absence, of course, of any intervention by fellow stockholders 8s Possibly, this privilege is clearer where the corporation consents. But even in the absence of corporate consent, allowing the stockholder to discontinue' in such cases imposes no burden on the corporation or on other stockholders. It should be recalled that the stockholder must prosecute the action at his own expense and without hope of reimbursement from the corporation unless successful. It seems unnecessarily harsh to force him to continue the action even when no material harm can be done by a discontinuance and even though he may no longer be able to finance the action or has become convinced that it is unfounded. There is, moreover, no reason to allow the corporation which has refused to bring the suit itself to compel the continuance of the action at the expense of a presumably innocent stockholder by withholding its consent for a dismissal. When the proposed action of the stockholder will materially prejudice the corporation's underlying right of action, as by surrendering an advantage already gained in the litigation, or subjecting the cause of action to the .statute of limitations," 0 the stockholder's privilege of dismissal is not so unambiguous, although again the assent of the corporation to the dismissal seems immaterial. To allow the plaintiff stockholder an unrestricted privilege of dismissal under such circumstances would make a simple technique available to fraudulent directors whereby they could exploit the corporation, and protect themselves against any possibility of future liability, by having a compliant stockholder sue obscurely, and withdraw at an appropriate time to block any further action with a plea of the statute of limitations."' 30. For a fact situation in which the statute of limitations will apparently bar further action after the stockholder-plaintiff has discontinued a stockholder's suit, see (1913) . This would appear an unfounded position. True, the action is based in part on breach of trust or fraud and as to this, the statute might conceivably be said to run from the date. of the acquisition of knowledge by the stockholder-plaintiff. See p. 422, "supra. However, it is fraud or breach of trust on the part of the corporate management and the attempt now is not to bar action against the corporation for its breach of trust or fraud, but to prevent any recovery from the party against whom the corporate right lay. The entire action hinges upon that corporate right and if it no longer exists then, clearly, the stockholder can derive no right from the corpora-. tion on which to bring .he action. See FLETCHER, Op. cit. supra note 13, at 4 5886.
Since holding that the running of the statute on the corporate claim bars a derivative action may easily result in hardship, it is generally qualified in two important respects, in "e.'-traordinary" cases, where there are unusually strong equities in favor of the complainant: (1) If the transaction giving rise to the corporate cause of action was hidden from the stockholders so that they could not obtain knowledge of it, their power to bring a derivative action is not destroyed by the running of the statute of limitations as to the corporate right. Backus-Brooks Co. v 31. Even though the corporate claim may not be barred by the statute of limitations, yet an individual stockholder may be unable to bring a derivative action on it -Where a representative plaintiff has a personal claim at issue, he may not as of right discontinue his action after the granting of an order or decree affecting the rights of other members of the class. The entry of an interlocutory judgment, 32 or the appointment of a receiver,33 for example, may enable other creditors to prevent a discontinuance, even though they were not original parties to the action. There is more reason for denying a derivative plaintiff this power of discontinuance than for withholding it from a representative plaintiff who has, an individual claim at stake. The possible hardship in requiring the stockholder to continue the litigation which he has voluntarily instituted should not induce the court to permit him to impair the corporate cause of action. Several courts, however, have said otherwise. Thus in the recent Dresdner case the court remarked, although its decision turned on another point, that in a derivative action the plaintiff may discontinue even where such discontinuance is fatal to an advantage gained.m And in an old New York case, plaintiff-stockholder was induced to withdraw the suit in consideration of a personal payment after trial but before the entry of judgment. The receiver of the corporation and other stockholders sought to oppose it. Yet the court said, "The plaintiff had the right to settle her own grievance against the parties who had done her the alleged wrong; and it was none of the other stockholders' business how or by what means she did it. ' 3a It will be observed that because of his laches, generally arising from unreasonable delay in bringing suit after acquiring knowledge of the existence of the claim. F-TcHER, op. di. Mipra note 13, at § 5874 and cases there cited. Of course, the laches of one stockholder does not bar suit by others not similarly situated. However, by commencing an obscure action, then discontinuing it ostensibly without prejudice, it may be possible to taint all stockholders with laches. The bringing of the first action may be said to be sufficient notice for the purpose of giving all stockholders constructive knowledge of the e~xstence of a corporate right which is not being enforced. Cf. the court here entirely overlooked the fact that the action had been brought on behalf of the corporation and that no actionable injury had been inflicted upon the plaintiif; it is difficult to understand what interest of her own was involved to give the plaintiff an "absolute right" to settle the derivative suit, after she had obtained a favorable decision, especially in the face of strong objection by the representative of her corporate principal.
The equities against allowing the stockholder-plaintiff to prejudice the derivative right of action should be even clearer when it is proposed that the action be settled and a consent judgment be entered. In the absence of a showing of fraud or collusion the compromise and the entry of a consent judgment generally destroys a right of action, 30 and fraud or collusion are exceedingly difficult to prove. To allow a single stockholder or group of stockholders the power to make a private compromise of the corporate cause of action places a heavy reliance upon their judgment (assuming its exercise in good faith), and leaves the corporate claim (and the indirect rights of non-joining stockholders) at the mercy of individuals who have no hope of personal recovery even if the suit is prosecuted successfully, and who stand to suffer considerable losses in costs if unsuccessful; obviously a wide door is opened to strike suits and collusive payments to stockholders which may rarely, if ever, be recovered by the corporation.
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Nevertheless the power of a stockholder to compromise the derivative suit has apparently been recognized. Statements are often found to the effect that "It is a principle of equity practice, when a person brings a suit in behalf of himself and such others as may wish to come in who are similarly. situated, that the complaining stockholder controls the case and may continue, compromise, abandon, or discontinue it at his pleasure." 38 Put such generalizations seem woefully insecure when examined, in terms of the cases in which they appear. Not only do the facts of cases fail to support the dicta, but the courts often confuse the author- 
37.
No cases directly in point appear to exist, but analogies supporting such recovery may perhaps be found in cases allowing recovery by a principal or employer of sums secretly paid to and received by an agent. Cf. Donemar, Inc. v. Mallory, 252 N. Y. 360, 169 N. E. 610 (1930) ; Boston Deep Sea Fishing & Ice Co. v. Ansell, 34 Ch. Div.
(1888).
38. 4 CooK, CoxoRATxoNs (8th ed. 1923) 3286. [Vol.46: 421 ities which are listed to justify their conclusion. They ignore the distinction between a derivative suit and other representative actions in which the plaintiff has a personal claim at issue, a distinction of considerable relevance to the stockholder's power to compromise stockholders' suits. They cite cases in which discontinuance without prejudice has been allowed, as authority to support a compromise or prejudicial discontinuance, problems which are of course completely different, and which involve a consideration of the scope which should be given as a matter of equity policy to the stockholder's capacity to influence a corporate interest. Certain cases are recurringly cited in support of the proposition that a derivative plaintiff has the power to effect a binding compromise of the cause of action. Most of them, curiously, are from New York. At the outset, in New York, the judicial remarks on the right to compromise were properly restricted to a settlement by a representative plaintiff who had an individual right at issue of his own claim. Thus, in an early action of that character, the Chancellor said, "In cases of this kind it is competent for the complainant to settle with the defendants, and to withdraw his suit, without the consent of the other creditors, at any time before decree."" Subsequently in the leading case of Brinckerhoff v. Bostwick, the Court of Appeals said sweepingly, "It is true, that at any time before judgment, the original plaintiff, before the others were made parties, could have discontinued the suit or could have settled his individual damages with the defendants, and -have executed a release which would have been effectual as to him." ' 10 This case has frequently been cited as an authority to support the proposition that a derivative plaintiff may settle the suit, without reference to the fact that there the plaintiff placed in issue both a derivative right and an individual claim as a member of a wronged class," and that the court, in making the generalization, was undoubtedly discussing the latter claim, for it speaks of the plaintiff as settling "individual damages"; of course, a derivative plaintiff has no individual damage to settle. Moreover, the court's remarks as to the degree of control possessed by plaintiff stockholder over the derivative action was entirely dicta since the only point at issue concerned the running of the statute of limitations as to intervening stockholders.
Brinckerhoff v. Bostwick was followed in Hirsilfeld v. Fitzgerald, -a case in which plaintiff representing bther creditors of a dosed bank sought 
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to enforce stockholder's statutory liability, and thus to attain a personal benefit. Although no question of a derivative suit was before the court in that case, it is nevertheless cited both in New York and other jurisdictions as an authority in connection with derivative suits, and especially the power to compromise them. 43 Thus, at a later date, in what was in fact a derivative suit the court, after describing the "stockholder's suit" as a "representative action" and failing to distinguish it from other representative suits in which the plaintiff is litigating a personal claim, states that the plaintiff "has the right to control the action or to compromise or discontinue it at pleasure," .and cites as controlling Brinckerhoff v. Bostwick and Hirshfeld v. Fitzgerald. 44 The situation in New York is typical: there is a wealth of dicta in terms broad enough to uphold the power of a plaintiff-stockholder to settle the corporate (derivative) cause of action, but no decision squarely supports the proposition. In fact, no decision directly upholding the existence of ,such a power has been found in any other jurisdiction; and it has in several jurisdictions been flatly determined that a derivative plaintiff has not the power to settle a corporate, controversy, at least without the consent of the court. This result is clearly sound; important reasons of corporate and judicial policy support a denial to stockholder-plaintiffs of unrestricted power to dispose of corporate claims. But it seems necessary to avoid a rule which would force the stockholder to prosecute every derivative action to final judgment: He may discontinue if he can avoid prejudicing the corporate right. But such discontinuance is impractical; compromise and settlement is more often to be preferred, especially from the standpoint of economy in litigation, but only, however, if there is some assurance that the compromise is adequate and fair.
Three possible courses suggest themselves as tending -to make possible the achievement of both objectives:
1. It can be required that the proposed settlement be submitted to all stockholders for unanimous consent. But the necessity for unanimous
consent, particularly where the corporation has many stockholders, raises a practical obstacle which would be almost insurmountable. Further, this plan would vest in a single stockholder an unconscionable and potentially expensive veto power. 2. The requirement may be merely for approval of the submitted plan by a majority vote at a meeting of stockholders. Presumably, however, a majority of the stock is controlled by, br is at least friendly to, the defendant direcfors, since a majority vote has placed and retained them in office. A vote of a majority of all the stockholders in favor of the settlement, therefore, would be not much more effective in insuring an equitable compromise than a vote of the directors themselves. On the other hand, if the stock owned or controlled by the defendant directors were disqualified, the action of the corporation in respect-t9 the settlement would often be determined by a minority of its stockholders who, being opposed to the management, would probably disapprove of the plan regardless of its merits. This would be unfair not only to the majority stockholders but to the corporation itself, as the proposed settlement might well be beneficial to it.
3. Finally, the approval of the proposed settlement might be left to the discretion of the cotirt. This method of settlement is the most practical There seems to be no reason to doubt that the consent decree thus entered would be binding on all stockholders;" 0 so long as a final judgment after trial obtained by a stockholder in a derivative suit binds all other stockholders on the principle of res adjudicata, no reason appears why a consent decree should nbt in a like manner be effective to adjudicate conclusively the cause of action when, of course, the settlement is paid to the corporation. 4 7 Because of the court suoervision over the compromise, no valid reason exists why we should here have an exception to the otherwise generally binding effect of consent judgments. That in a non-derivative suit all parties enter into a compromise uninfluenced by factors other than the merits of the compromise, whereas in a derivative action, there is the probability that one of the parties, the corporation, is dominated by the defendants is offset by the added element of judicial supervision. For, two courses of action are open to the court, either of which insure adequate protection of all the interests involved. It may inquire and decide whether, in proposing to enter into the compromise for the corporation, the directors are acting oppressively or fraudulently, or as proper corporate representatives without self-interest. And if the latter be determined, the court need inquire no further into the merits of the settlement; the corporation is then as free to act as if it had been the original plaintiff. If, however, the court has doubts as to the openmindedness of the directors, it may disregard entirely the assent of the corporation, and, after examining all the circumstances, reach an independent decision on the fairness of the settlement.
Three cases have been found which utilize or suggest this technique. In Whitten v. Dabney, 48 a derivative suit was settled privately without the court's approval. The court held that the position of the stockholder plaintiff was that of a trustee for the corporation and that, as such, he was required to submit the proposed'settlement to the court, whose duty it was to pass upon its fairness. Likewise in Bernhein v. Wallace," a stockholder's suit was settled privately and a decree entered by consent, which purported to be without prejudice to certain of the corporate rights. The appellate court reversed the decision of the lower court which had refused to recognize the settlement. It is true that although there was here an agreed judgment with respect to certain matters, it purported to be without prejudice as to others. The case is important, however, because the appellate court based its decision on the merits of the settlement and upon its determination that the compromise. was fair and equitable; because the court approved of the agreed judgment, even though the corporation thereby surrendered valuable advantages previously gained in the trial of the action; and because the case is a holding to the effect that a stockholder who was not a party to the suit and who now sought to assert a derivative claim, was bound by the settlement.
Gerits Realty Corporation v. No rmandie National Securities Corporation raised the question under consideration squarely. In a stockholder's derivative suit, a settlement was agreed upon between the plaintiff and the defendant directors and was submitted to the court for its approval. The court directed that a meeting of stockholders be held in the courtroom, at which, by a majority vote, the settlement was approved, and after the court had taken "the utmost pains to prevent an ill advised settlement," judgment by consent was entered. A new suit was subsequently commenced on the corporate cause of action by a stockholder who had voted against the original settlement and by another who had not been at the meeting. The court held that regardless of whether a notice of the proposed settlement was given to all stockholders, "the judgment in the absence of collusion or other fact showing it was fraudulent is binding on the corporation and, incidentally, on each agent who has the capacity to sue in the right of the corporation." This decision was affirmed without opinion by the Appellate Division of a 48. 171 Cal. 621, 154 Pac. 312 (1915) . 49. 186 Ky. 459, 217 S. W. 916 (1920) .
[Vol. 46: 421 different Department from that in which the Dresdnter case was decided, and by the Court of Appeals." "Discretion of the court" is all too frequently the solution proposed ,.or a difficult problem. But in a stockholder's derivative suit, we have an unusual difficulty; the good faith of all parties before the court is uncertain. Judicial supervision appears to be the best possible means of protecting the rights of other stockholders and creditors, absent parties with definite and substantial interests at stake. True, when a proposed compromise is laid before the court, it is in effect being asked to make a finding on the merits of the stockholder's claim without the thorough investigation of facts supposed to characterize trials. But some legal mechanism for compromising a derivative action must be provided; it seems preferable with so many interests at stake, to give final discretion to the court rather than to remit the parties solely to their own judgment and to rely entirely upon their good faith. 
